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Circumventing Constitutional Debt Control 


States’ Creation of Authorities Sets Escape Pattern 


From a Tax Foundation Study 












Earlier this month, the Tax Foundation’s latest study, Constitu- 
tionel Debt Control in the States, was made public. Although the 
study shows that constitutional restrictions tend to keep down state 
debt and expenditures, it also points out that many states are turning 
to “non-guaranteed debt” to circumvent the restrictions. That trend 
is discussed in terms of court interpretations in Chapter VI of the 
study, from which this Tax Review is taken. 






QO NE of the truisms that comes from a study of constitutional debt controls is that the provisions 
mean almost nothing until they have been interpreted by the courts. On the surface, it appears 
that the relatively clear constitutional restrictions offer little room for argument. But, not surpris- 


ingly, substantial differences have arisen among 
the various courts in their interpretations. 


Most states have constitutional provisions govern- 
ing the indirect use of the state’s credit; the states 
are forbidden to lend or pledge their credit to or 
for the benefit of individuals, private enterprises, 
and/or local governmental units. These provisions 
often forbid the state to assume the debts of any 
individual, private corporation, or local unit. Most 
state courts have been extremely lenient in interpret- 
ing these provisions, even to the extent of rendering 
them practically meaningless. A few courts, how- 
ever, have enforced the reasonable meaning of the 
constitutional words. 


Occasionally, debt which is for a state purpose and 
serviced by the state is issued legally and nominally 
as a local government debt. This device was fairly 


common in connection with county road bonds for 
highways absorbed by state road systems. 


State contingent debt represents an enlargement 
of state debt for local government purposes rather 
than an actual evasion of debt restrictions. The local 
governments pay the debt service on this type of 
obligation. In some cases, this device is an evasion 
of the prohibition against lending state credit to 
local governments, the evasion consisting of local 
payment of debt service on state bonds without 
formal state loans to local units. More often, the 
constitution is observed by legal state loans to local 
units, the state guarantee of local bonds, or other 
methods. 


One of the most common and successful vehicles 
for state and local borrowing outside of debt limits 
has been the special district and authority. In the 
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past two decades the debt growth of special districts 
and authorities has been the most striking use of 
public credit by state and local governments. Many 
states have created special agencies or commissions 
with the power to issue honds or have given that 
power to existing agencies. The major purposes for 
which authorities, commissions or other agencies 
with their own borrowing powers have been set up 
are highways, education, and public buildings. 


In general, the courts have held that the debts of 
a public corporation or quasi-corporation are not 
debts against the state. When a state corporation 
has been set up to perform an important public 
purpose, it can be given power to create debt on 
its own account, without any liability or debt im- 
posed on the state. But a fictitious corporation cannot 
be given power by the legislature to create debt or 
evade the requirements of the constitution. 


Courts Back Independence 


A statute creating a state highway corporation 
with authority to issue bonds that will not constitute 
a debt of the state or involve or pledge the state’s 
faith and credit does not violate the constitution. 
Similarly, state bridge commissions have been up- 
held. Obligations created by state universities have 
generally been deemed to be unaffected by limita- 
tions on state indebtedness, although there is one 
case in which a state university was held not an 
independent legal entity but an administrative public 
agency whose indebtedness fell within the terms of 
the constitution. 


Where the act creating the authority and authoriz- 
ing construction of a project and the issuance of 
bonds provides that no debt of the state will be 
created, nor will the full faith, credit and taxing 
power of the state be pledged to payment of the 
authority’s obligation, a debt of the state is not 
_created. An authority operating on revenues not 
»derived from the state’s taxing power, by reason of 
its adjudicated status as a self-liquidating govern- 
mental agency, is not within the class whose power 
to incur indebtedness is restricted by the constitution. 


Much of this “back-door” borrowing by authori- 
ties and commissions is non-guaranteed, long-term 
debt payable solely from pledged specific sources 
such as the earnings of revenue-producing activities 
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STATE NON-GUARANTEED LONG-TERM DEBT AS A PERCENTAGE 
OF TOTAL LONG-TERM DEBT 
End of Selected Fiscal Years 1942-1953 











Total Non-Guaranteed Long-Term Debt 
Long-Term oe ~ 
t Amount Percentage of Total 
Year ————-—- Millions Long-Term Debt 
1942 $3,096 $ 455 14.70 
1944 2,768 486 17.56 
1946 2,328 358 15.38 
1948 3,568 499 13.99 
1950 5,168 958 18.54 
1951 5,974 1,286 21.53 
1952 6,640 1,714 25.81 
1953 7,504 2,347 31.27 





Source: Department of Commerce. 


(university and college dormitories, toll highways 
and bridges, electric power projects, public building 
and school building authorities) or from specific 
non-property taxes. For 1953, such non-guaranteed 
debt (debt that does not constitute an obligation 
against any other resources of the state, if the 
pledged source is insufficient), amounted to more 
than 31 percent of total long-term state debt. In 
1942, the comparable figure was less than 15 per- 
cent. Interestingly enough, the states with the strictest 
constitutional debt limitation had, on the average, 
more than 45 percent of their total long-term debt 
in non-guaranteed form. The non-guaranteed debt of 
the other states amounted to only a little over 20 
percent of their long-term debt. 


“Special Fund Doctrine” 


Revenue bonds are a form of borrowing outside 
the constitutional debt provision. At the end of fiscal 
1953, debt payable initially from specified non-tax 
revenue amounted to about ten percent of total 
outstanding state debt. In broad, general terms, 
“revenue bonds” means all obligations of political 
units or their agencies, departments or institutions 
which do not bear the full faith and credit of any 
political unit, but which are payable from designated 
sources of revenue, whether specified tax revenues, 
fees, or business-enterprise type earnings. The term 
includes, by and large, all bonds issued under the 
so-called “special fund doctrine.” 


The courts have been extremely lenient in per- 
mitting the weakening of constitutional debt limita- 
tions in this manner, particularly through the evolu- 
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tion of the “special fund doctrine.” Under this 
concept, bonds to be serviced by the income from 
the project for which they are issued or other ear- 
marked revenues, are not deemed debts of the state, 
and, consequently, are held to be outside the consti- 
tutional debt restrictions. As the courts have come 
to recognize this doctrine, states have resorted to it 
more and more. 


The courts have felt that an obligation payable 
from a special fund, which would not be a charge 
on general revenues nor pledge the full faith and 
credit of the state, is not a debt under the constitu- 
tion. The state is, of course, on somewhat safer 
ground where the bonds themselves contain the state- 
ment that they do not constitute a state debt or lia- 
bility and are payable only from the designated 
source of revenues derived from the project con- 
structed or the operations of the enterprise for which 
the bonds were issued. 


Turnpikes Increase 


Borrowing to finance transportation has dominated 
the state debt picture since 1920 and is particularly 
intensive today. The courts are not always in agree- 
ment as to whether the “special fund doctrine” ap- 
plies to obligations which depend solely upon the 
revenues from special highway taxes. The decision 
may often depend upon whether the funds may be 
used for general state purposes. Almost without 
exception, the courts have approved the issue of 
revenue bonds to be serviced from bridge tolls— 
even where the projects involved the expenditure of 
general state funds to build approaches or to main- 
tain the bridges. The financing of turnpikes in this 
manner has had a tremendous revival in recent years, 


and has usually been upheld. 


Bonds that are not general obligations of the 
state but are to be paid solely from the proceeds 
of highway taxes are not subject to constitutional 
control in most states. A law authorizing the issuance 
of bonds and expressly providing that they are not a 
debt of liability of the state or a pledge of the 
state’s full faith and credit, that they are to be pay- 
able solely from the funds pledged for their pay- 
ment such as fares, tolls, and other revenues of a 
turnpike project or toll bridge, does not infringe 
on the state bond limitation. The bonds simply rep- 
resent debts of a separate corporate entity. Such 


bonds have been allowed for toll roads in Indiana, 
New Jersey, Ohio, Oklahoma, and Colorado. 


Almost without exception, the courts approve bor- 
rowing through revenue bonds by state universities, 
on the ground that there is no liability on the state 
and that tax revenues are not obligated. The common 
method is for the educational institution to borrow 
to finance a building and pledge for debt service 
the net revenues from the building, such as dormi- 
tory rentals or stadium admissions. 


Universities Exempt 


Although the state may be prohibited from issuing 
bonds or other forms of indebtedness without ap- 
proval of the electorate, the issuance of bonds by a 
state university, payable solely from university rev- 
enues and not from state taxes, does not violate the 
constitution. The bonds may often expressly provide 
that neither the state, the college, or its governing 
body will be liable for repayment of the bonds. 


Revenue bonds have been issued for a wide variety 
of public buildings, with the approval of the courts. 
Under these decisions, buildings have been con- 
structed for state departments and agencies ranging 
from prisons to hospitals. The revenue provided has 
come primarily from rentals. 


Again, the key to validity is that no tax burden 
or pecuniary liability of the state to appropriate 
or pay for the debt will ever arise or be looked for 
as whole or part security for repayment. Where 
the bonds are secured by rents and other revenues 
of the buildings and not from the levy of additional 
taxes, they do not require voter approval. 


States have tried to make use of revenue bonds 
for the purpose of developing their natural resources 
—for flood centrol, parks, drainage, conservation, 
etc. Where these bonds are payable solely out of a 
special fund to be created by revenues from the 
project and no existing revenues or revenues de- 
rived from taxation are pledged directly, indirectly, 
or contingently, the “special fund doctrine” applies 
and no debt is created within the meaning of the 
constitutional debt restrictions. 


Legal barriers to the issuance of long-term bonds 
sometimes force states to resort to short-term bor- 
rowings that occasionally amount to substantial sums 
when accumulated over a period of time. Limitations 
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on the amount of short-term or deficit borrowings It should be apparent from the discussion in this 

are evaded by the use of warrants to pay current chapter that rigid constitutional debt limits do not 

expenses without the issuance of formal notes. This always mean what they seem to mean. Almost in- 

method, however, has been declining in popularity. variably, the courts have found theories to support 

At the end of fiscal 1953, short-term debt amounted the weakening of the words of the constitutional pro- 

to only four percent of total outstanding state debt. hibitions against debt. 

* * * 
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